International 
Marketing Information 
Series 


5 \BRA 
~ | Ss L a 
* S yy 3 
BR i Pia RD LOY, 


vA 
PAR Lew 
BUSINESS 3 


Foreign Economic Trends 
and Their Implications 
for the United States 


NOVEMBER 1984 


PARAGUAY 


/ 
‘ 


FET 84-111 
Frequency: Annual 
Supersedes: 83-97 


PREPARED BY 
AMERICAN EMBASSY ASUNCION 


U.S. DEPARTMENT OF COMMERCE 


International Trade Administration 
(Washington, D.C. 20230 


Available by subscription from the Superintendent of Documents, GPO, Washington, D.C. 20402. Annual subscription, 
$66. Foreign mailing, $16.50 additional. Single copies, $1.75, available from Publications Sales Branch, Room 
1617, U.S. Gepartment of Commerce, Washington, D.C. 20230. 





I. PARAGUAY: KEY ECONOMIC INDICATORS 


Percent Percent 
1983 Change 1984/1 / Change | 


Exchange Rate 


Official Import Rate/4/ 
Average Market Rate 


Income, Production, Employment 


GDP at Current Prices/2/ 716 ,682 728 ,866/1/ Pi 953,903 
GDP at Constant 1977 Prices/2/ 379,772 340,276/1/  -10.4 356,269 
Per Capita GDP: 

-US Dollars at Official Rate 1,329 1,312 -1.2 889 
-US Dollars at Market Rate 1,069 680 -36.4 684 
Fixed Investment Pct. GDP/3/ ; 39 Sel ve 30 
Indices: (1982=100)/1/: 

‘-Industrial Production 100 -15.0 89.3 
-Agricultural Production 100 -10.0 99.9 
-Construction 100 -25.0 78.8 
-Nominal Minimum Wage/4/ 100 10.0 126.5 
Population (Thousands) 3,370 3.0 3,575 
Labor Force (Thousands) 1,154 3.5 1,236 
Urban Unemployment Rate (Percent)/1/ 7 ~- 15 
Electricity (consumption millions KWH) 916 8.6 1,150 


Money and Prices 


Money Suppl y/2/4 66 ,426 106,000 
ietarest Rate telling (Com] .Bnks. )/4/: 

-Savings Deposits 15 15 
-Loans 27 24 
Average Price Index: 

-Wholesale 100 164.7 
-Consumer 100 ‘ 141.9 


External Accounts (Millions US Dollars) 


Official Internat]. Reserves (Net)/4/ 652 567/1/ 
External Public Debt 

(Medium and Long Term) /4/ 1,031 1,299 
Public Debt Service/5/ 130 156 
Balance of Payments -71.5 
Merchandise Trade Balance FOB -251.7 
Merchandise Exports, F0OB/6/ 329.8 
-U.S. Share Percent 2.6 
Merchandise Imports, FOB/6/ 581.5 
-U.S. Share Percent 8.8 


Total Foreign Debt/4/7/ 1,650 


717 Estimates or projections. 
/2/ Millions of guaranies. 
/3/ If investment in the binational hydroelectric projects were not taken into account, the 


fixed investment ratios would range from 20 to 25 percent. 
/4/ End of period. 


/5/ Amortization and interest payments. 


/6/ Merchandise trade reported through customs generally amounts to only one half of the 
total trade. 


/7/ Figure does not include short term commercial credits or payments arrearages estimated 
at 200 million dollars at end of 1983. 





INTRODUCTION AND SUMMARY 


After experiencing the hemisphere's highest rates of economic growth from the 
mid-1970s to early 1980s the Paraguayan economy entered a downturn in 198] 
which persisted until late 1983. After declining an estimated 5.5 percent in 
1982, real gross domestic product (GDP) declined an estimated 10.4 percent in 
1983, one of the steepest declines in the region. 


The Paraguayan economic recession has been attributed to (a) adverse 
international economic conditions, particularly in neighboring Argentina and 
Brazil (Paraguay's principal trading partners); (b) sharp currency 
devaluations in Argentina and Brazil, whose heretofore overvalued exchange 
rate policies had stimulated Paraguayan exports and tourism; (c) attenuation 
of capital inflows from the Parana River hydroelectric projects as Itaipu 
nears completion and Yacyreta is delayed; (d) two years of adverse climatic 
conditions; and (e) Paraguay's reluctance to make the domestic economic 
adjustments necessary to mitigate the impact of the foregoing factors. 


Despite some improvement in external economic conditions during 1983, the 
economic decline in Paraguay was steeper than in 1982 in large part due to 
the most severe rains and flood conditions on local record. Bad weather 
reduced crop yields, impeded the harvest, decimated livestock, and adversely 
affected industrial processing as well as other economic activities. In the 
face of recession and reluctance or inability to improve tax collections, 
government revenues did not keep pace with expenditures. Much of the 
widening fiscal deficit was financed by monetary creation. In order to 
moderate inflationary pressures, the government imposed tight discipline over 
wages and subsidized imports through a complex structure of greatly 
overvalued exchange rates. The exchange regime, however, discouraged 
domestic production oriented toward exporting or competing with the 
low-priced imports. A number of these negative factors have changed, 
however, and 1984 is shaping up as a much better year, one of moderate 
economic recovery. 


By late 1983, excellent weather conditions and higher international prices 
improved prospects for agricultural harvests. The turning point from 
recession may have been marked by the excellent wheat harvest in the fourth 
quarter. Although extensive cotton and soybean plantings for the 1984 
harvest looked very promising, subsequent growing conditions were less than 
optimal and cotton germination was disappointing. Nevertheless, field crops 
have allowed the agricultural sector to lead the economic recovery in 1984. 
Aside from agriculture, other sectors are still weak. Economic conditions 
and purchasing power remain relatively depressed in urban areas. The Embassy 
projects total real growth in gross domestic product at 4.7 percent for 1984. 


Business sentiment also began to rise in late 1983 with the signing of the 
final agreements between Paraguay and Argentina permitting construction of 
the long-delayed Yacyreta hydroelectric project. (The decision to move ahead 
subsequently was reaffirmed by the new Argentine government in December.) 

Not until 1986 at the earliest, however, will Yacyreta generate enough 
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activity to take up the slack left by the winding down of Itaipu. The 
improvement in business sentiment also became evident in the market 
(unofficial) exchange rate which declined throughout the fourth quarter of 
1983, having peaked over 435 in late August. 


The external picture has improved as the industrial economies expand, and 
moderately positive growth is projected for Brazil and Argentina. Lingering 
doubts persist, however, as to whether Paraguay can avoid the external 
payments crisis afflicting the rest of Latin America. Heavy foreign 
borrowing undertaken by the public sector in recent years is continuing. For 
the next several years, the debt service burden will continue to grow more 
rapidly than the capacity to service it with export earnings. Both public 
and private entities have accumulated arrearages oon _ fforeign debt 
obligations. Ominously, world prices for Paraguay's all important cotton and 
soybean exports have fallen sharply from the highs of early 1984. Though 
harvests should be even better in 1985, export earnings might slip. Only a 
fortuitous development, such as the discovery of commercially exploitable 
quantities of petroleum where exploration is being renewed, will keep 


external payments difficulties from restraining economic growth for the next 
several years. 


II. GROSS DOMESTIC PRODUCT 
By Sector of Origin 


% Weight % Ch '83 % Ch '84 


Agriculture 20.0 -10.0 11.0 
Of which: -Cotton (15.0) (-11.0) (23.0) 
-Soybean (20.0) {-17,0) (10.0) 

-Mandioca (14.0) (0.0) (0.0) 

-Corn (6.0) (-10.0) (20.0) 

-Sugar (5.0) (0.0) (0.0) 

-Other (40.0) (-10.0) (10.0) 

Forestry 3.0 -15.0 5.0 
Livestock 7.0 -10.0 0.0 
Manufacturing 16.0 -15.0 5.0 
Construction 7.0 -25.0 5.0 
Commerce and Finance 25.0 -10.0 4.0 
Government 4.0 -10.0 -15.0 
Transport and Communications 4.0 -6.0 5.0 
Utilities 3.0 10.0 13.0 
Other Sectors 11.0 -2.0 2.0 


TOTALS 100.0 -10.4 4.7 





PRODUCTION 


The decline of 19.4 percent estimated for gross domestic product in 1983 
compounded an already severe decline estimated at five percent for 1982. 
Despite remarkable economic growth and development during the 1970s and early 
1980s, Paraguay remains a small, predominantly agrarian-based economy. A 
disaster such as the 1983 rains and floods which persisted throughout the 
principal harvest season not only affects output in the primary 
sectors--agriculture, livestock, and forestry--but also reverberates downline 
reducing activity in processing, transport, etc. At the same time, the 


Paraguavan economy during 1983 was suffering already from severe recessionary 
conditions. 


By late 1983 a number of favorable developments began to dissipate the 
prevailing pessimism. Chief among these, weather conditions turned favorable 
and international prices for Paraguay's exports of cotton and soybean 
improved. %n the basis of the rebound that has occurred in agricultural 
crops, we expect economic activity to register some recovery in 1984, 
Moreover, as the tide of recession turns in several other sectors, and the 
agricultural rebound works through the economy, activity in those sectors 


will begin to pick up. We are now projecting a 4.7 percent rate of recovery 
in total GDP. 


Estimates by productive sector for 1983 and 1984 are presented in Table II. 
In the case of agriculture, a complete recovery from the 1983 decline is 


anticipated. Sectoral output might have been even better if not for problems 
with cotton seed germination as well as shortages of soybean seeds and 
agrochemicals. Forestry, which has been set back by exchange rate policy, 
weaker foreign demand, and bad weather, is projected to recover moderately in 
1984, Unofficial exports provide the sector some lift, but the official 
exchange rate plus the level of international demand remain obstacles to a 
more vigorous recovery. 


Livestock raising is conservatively estimated to have declined by 10 percent 
in 1983, but the damage to the cattle herds may easily have caused a worse 
decline. Significant Brazilian buying of cattle on the hoof has helped boost 
meat prices and unofficial exports in 1984, but the consequent reduction of 
the herds gets measured as a drop in production. Sectoral output is likely 
to register zero or negative growth for the year. 

During 1983 weather conditions adversely affected the manufacturing sector 
both directly by forcing plant closings and indirectly by reducing supplies 
available for processing. The sector has also had to cope with shortages of 
imported inputs, price rises, and exchange rate uncertainty. In 1984 
manufacturing will experience a moderate turnaround, thanks to the greater 
availability of domestic raw materials for processing, the reopening of 
plants affected by the floods, and renewed activity in some state-run 
industries. The estimated five percent rise will be aided by tourists taking 
advantage of favorable exchange rates to shop in Paraguay. 
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The construction industry operated far below the peak levels of activity 
reached in 1981. The 25 percent decline estimated for 1983 on top of a 20 
percent decline in 1982 leaves the sector at about 60 percent of its peak 
capacity. Some industry sources think the decline may have been even more 
severe. Given the current low level of activity, a five percent increase in 
1984 might be attainable even without a boost from the Yacyreta hydroelectric 
project. 


The declines estimated for commerce and finance as well as for transportation 
and communications during 1983 result from declines in primary and processing 
sectors. Similarly, the modest increases projected for 1984 result from the 
degree of recovery in these sectors. If anything, the four percent gain 
projected for commerce and finance could be excessively optimistic inasmuch 
as both commercialization of imports (15 percent of the sectoral output) and 
financial activity (17 percent) may not improve in 1984. 


Output originating from the Government sector is largely wages and salaries 
paid to government employees. These have been allowed to decline 
considerably in real terms as the government attempts to contain the budget 
deficit. Output by the utilities sector is projected to continue rising as 
electricity and drinking water systems are extended to new areas. The basket 
category labeled "Other Sectors" in Table II includes sectors like education, 
health care, and other services which declined moderately in 1983. The 
category also covers the miniscule mining sector which declined on a grander 
scale, in step with the construction sector and the paralyzation of 
Paraguay's only cement plant in 1983. 


UNEMPLOYMENT, WAGES, AND INFLATION 


UNEMPLOYMENT: During 1980, at the peak of the economic boom, unemployment 
averaged four percent according to household surveys of metropolitan 
Asuncion. Because Paraguay no longer publishes employment surveys, estimates 
of unemployment are somewhat conjectural. By mid-1983 unemployment estimates 
were placed at 13 to 15 percent. With the labor force assumed to be growing 
at 3.5 percent yearly and possibly more in the city, economic growth has to 
be rather robust to keep unemployment from climbing. 


In rural areas the problem is more one of seasonal unemployment and 
underemployment than the current cyclical unemployment phenomenon 
predominating in the city. Shortages of labor at minimum wages were reported 
during the peak of the labor intensive agricultural harvests during 1984, and 
in some areas military troops were used to pick cotton. 


Since two-thirds of Paraguayans live in rural areas,* unemployment is not as 
visible a problem as in many more urbanized countries in Latin America 
suffering from an economic decline. There have been no public programs 


* Statistical estimates based on administrative jurisdictions place the 
urban:rural ratio at 40:60. Allowance for rural areas within urban 
administrative districts would place the urban:rural mix closer to 33:67. 
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designed to occupy idle labor. The possibility for laborers to fall back on 
the economy's predominantly agricultural base--one half the labor force is 
engaged directly in agriculture--perhaps helps explain public complacency 
over unemployment. It also may help explain a number of recent land 
seizures, especially around the nearly complete Itaipu project where 
employment has declined. 


WAGES: Paraguayan labor legislation provides for the government Minimum Wage 
Board to review the minimum wage when inflation accumulates to 10 percent, 
but adjustments are not automatic. During 1983 a 10 percent rise in the 
minimum wage to 29,910 guaranies per month was dictated in July. An 
additional 15 percent rise to 34,410 guaranies was decreed in June 1984. 
There will be calls for further adjustment before the end of 1984. 


In the private sector, adjustments in nominal wages above the minimum level 
have generally been even less than proportional to the changes decreed for 
the minimum wage. The consequence has been that real wages are declining. 
Moreover, the wage adjustments, which are less than the rate of inflation, 
tend to be widely spaced out. As a result, the delay in making adjustments 
to an accelerating rate of inflation tends to contribute further to 
depressing real wages. 


Government salaries were held constant despite 14 percent inflation (December 
to December) during 1983. In order to control expenditures and thereby limit 
the deficit, the 1984 budget similarly does not provide for wage 
adjustments. Inasmuch as such tight wage discipline cannot be maintained 
long in the presence of current inflation rates, it would be reasonable to 
anticipate some government salary adjustment by early 1985. 


INFLATION: On average, wholesale prices in 1983 were 22 percent higher than 
in 1982 (32.9 percent higher December over December). This acceleration in 
inflation, which tapered off by the end of the year only to resume by the end 
of the first quarter of 1984, results largely from the impact of currency 
devaluation and monetary emission. Wholesale prices are projected to rise 

35 percent on average for 1984 relative to 1983, mostly due to devaluation of 
the guarani. 


Consumer prices, though driven by wholesale prices, do not reflect as sharp a 
rise because the incidence of imported goods in consumer prices is relatively 
less and because the prices of a number of basic commodities are controlled 
and/or subsidized. Subsidies, usually provided through a lower exchange rate 
for imports of certain items like fuel and wheat, nevertheless are being cut 
back as the foreign exchange regime becomes more realistic. The consumer 
price index rose 13.5 percent on average for 1983 (14.1 percent December over 
December) and is projected to climb another 25 percent in 1984, 


The upsurge in inflation has caused much anxiety among Paraguayans whose 
standard of living is being eroded. Fortunately, much of the relative price 
adjustment warranted by exchange rate changes has already occurred, since the 
private sector has been operating at the market exchange rate for over a 
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year. Once the prices of goods and services provided by the public sector 
have adjusted to a new level consistent with a realistic exchange rate, there 
is reason to believe that the heated inflation rates of 1983-84 will cool 


down, The rise in the price indexes then will be determined more by monetary 
expansion. 


FISCAL 


The Paraguayan government has a longstanding reputation for conservative 
expenditure policies which helped contribute to frequent budget surpluses and 
held government expenditure to an amount roughly equivalent to 10-12 percent 
of GDP in recent years.* " 


Since 1980, however, public finances have deteriorated. Revenues, depressed 
by economic conditions, have not kept pace with the rise in expenditures. In 
1983 the estimated budget deficit of the central government more than doubled 
to approximately 27 billion guaranies (3.7 percent of GDP). Expenditures 
were about 93 billion guaranies while revenues ammounted to 66 billion 
guaranies. Of the deficit amount, approximately nine billion guaranies were 
financed by foreign borrowing and another 18 billion guaranies by loans from 


the Central Bank. The Central Bank credit constituted the major source of 
monetary expansion in 1983. 


Efforts have been made to tighten expenditures in 1984 principally by cutting 
capital expenditures and by avoiding wage adjustments for government 
employees, despite double digit inflation. At mid-year, total expenditures 
were expected to reach only 82 billion guaranies for the full calendar year, 
down 11.8 percent. While 1984 is too early for revenues to reflect much of 
the real pick up in economic activity (many of the financial losses of 1983 
will affect 1984 business tax receipts), government revenues may amount to 70 
billion guaranies, up 6 percent in nominal terms. 


The deficit will be much lower, down to roughly 12 billion guaranies (1.3 
percent of GDP). Internal financing of the deficit could require Central 
Bank monetary emission in the form of credit to the government amounting to 
8.8 billion guaranies. The balance of the deficit would be financed by 
foreign borrowing. Foreign borrowing by  the- cen*ral government 
administration will be quite low in 1984 because the cuts in the capital 
expenditure portion of the budget do not leave enough for the counterpart 
funding required for development loans. Multilateral development bank 
lending accounts for most central government foreign borrowing. 


* Government expenditure as a final demand category in the national accounts 
comprises about 10 percent of GDP; government output as a contribution to GDP 
is four percent. The public sector, defined to include all levels of 
government as well as state-run commercial enterprises and other autonomous 


institutions, obviously would have a higher and more rapidly rising incidence 
in GOP. 
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Government budget austerity can only last so long. We anticipate some wage 
adjustments and greater capital expenditures in 1985. At the same time, the 
impact of higher exchange rates will push up the guarani value of government 
expenditures on imports and debt servicing. Depending on the extent of 
improvement in revenues, the deficit could be substantially increased again 
in 1985, and that might mean more monetary emission, perhaps near the nominal 
magnitude experienced in 1983. 


Many analysts argue that hope for improvement in fiscal finances lies with a 
major overhaul of the tax structure, making it more equitable, better 
enforced and less dependent on the current structure of foreign trade taxes 
which account for 20 to 25 percent of total government revenues. It has been 
argued further that standardizing import duties at more reasonable rates 
would induce more trade to pass through official channels and perhaps even 
increase tax receipts. Other suggestions include the replacement of current 
sales taxes with a value added tax and/or the inclusion of a personal income 
tax to complement the existing corporate and business income taxes. while 
further tax reforms to improve fiscal finances are necessary, no major tax 
system overhaul yet seems imminent. The deterioration in fiscal finances 


might have to appear more serious to precipitate decisive progress on the 
matter of tax reform. 


The public sector besides the government administration still is a net 
contributor to fiscal finances. Its deficits, incurred largely to finance 
capital investment, are usually financed by foreign borrowing. Investment by 
public commercial enterprises has been considerable in recent years, even 
when capital investment by the central administration has been curtailed. 
Plans for several public hospitals and airports to be financed by foreign 
borrowing may change the pattern and cause relatively more public investment 
to be registered as expenditures under the account of the central 
administration or fiscal budget. 


INVESTMENT 


PUBLIC: Public sector projects (both central administration and other 
enterprises) account for a growing proportion of total investment in 
Paraguay. This tendency is reinforced by recessionary cyclical conditions to 
which private sector investment is more sensitive. Paraguay's share in the 
Itaipu and Yacyreta hydroelectric projects counts as the principal component 
of investment, although the projects are financed by Brazil and Argentina, 
respectively. Besides the Parana River dams, the Paraguayan government has 
undertaken major industrial projects in addition to pursuing its traditional 
role of providing the kind of infrastructure investment that made Paraguay's 
recent dramatic expansion of agriculture and trade possible. Current major 
public sector projects include a steel plant ($250 million) and a cement 
plant (at least $350 million including its clinker mil] at another location), 
both scheduled for completion in 1985; expansion of the government-owned 
fleet for river and ocean transport ($80 million); as well as the ongoing 
expansion and upgrading of the country's road network and electricity 
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distribution system. The government has announced plans to spend several 
hundred million dollars on highway construction through 1988, much of it with 
foreign financing. Plans for the near future also include several public 
hospitals ($100 million), two international airports ($150 million), river 
port expansions ($55 million), and a processing plant for industrial wastes 
from the government-owned alcohol production plant ($7 million). 


The rate of investment in such projects is beyond the capacity of internal 
savings and foreign earnings generation. Therefore the public sector has 
relied on foreign borrowing which has grown rapidly, albeit from a relatively 
smal] base. Paraguay still has one of the lighter loads among the foreign 
debt-burdened countries of Latin America, but this has not prevented charges 
that a number of projects are based more on political factors than economic 
and commercial feasibility. 


PRIVATE: Several large private foreign investment projects have been 
proposed for Paraguay. Frequently it is the promise of an abundant supply of 
electricity from the binational hydroelectric projects, as well as_ the 
longevity of the political regime, that attracts foreign investor interest in 
the country. Now that electricity is being generated at Itaipu (see below), 
this interest may peak. Investors tend to think that the electricity will be 
available at concessionary rates in order to attract users. In fact, 
however, by treaty agreement with Brazil, Paraguay is not compelled to 
purchase its share of the electricity generated by the Itaipu binational 
entity. The Paraguayan authorities have until 1986 (two years prior to the 
commercial sale of Itaipu power) to indicate how much electricity they wish 
to acquire. Paraguay could cede all or a portion of its share to Brazil for 
ten years in return for a royalty payment which has yet to be negotiated. 
Unless a private project proposal provides particular advantages to Paraguay, 
the national electric utility is unlikely to provide electricity at prices 
lower than the approximately 2.8 cents/KWH some analysts estimate would be 
required to cover the Itaipu binational entity's costs. Perhaps during the 
second decade of operation, when Itaipu's debt servicing burden is less 
onerous and the rising marginal cost for energy from other sources will have 
made its costs relatively cheap, Paraguay will experience another wave of 
development arising from Itaipu. 


Until then, both foreign and domestic private investment is likely to be 
concentrated in agriculture, the sector of Paraguay's comparative advantage. 
The one factor that might upset this projection and at the same time improve 
the country's uncertain balance of payments outlook would be a major oi] 
discovery. Oil exploration in Paraguay is beginning to pick up, especially 
in the Chaco (Western) region near a recent discovery on the Argentine side 
of the border. If a significant reservoir is located in Paraguay, then 
development of the oilfields and construction of pipelines would require 
hundreds of millions of dollars in foreign investment. 


ITAIPU: Itaipu is the world's largest hydroelectric project. When completed 
in 1990, total generating capacity will be 12,600 megawatts. Annual 
electricity production is projected at 80 billion watts. Total investment on 
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the project is expected to be $15.3 billion (1982 dollars) by completion, 
including financing costs during the construction phase which commenced in 
1974, Foreign exchange earnings of Paraguay from the project have amounted 
to $1.8 billion including $280 million in 1983. Itaipu's total budget for 
1983 was $1.35 billion and will be $1.68 billion in 1984, of which $657 
million is programmed for investment and $1.03 billion for financial 
services. With project investment now concentrated on electricity generating 
equipment, Paraguay's earnings on work undertaken for the project have 
tapered off. Foreign exchange flows to Paraguay on account of Itaipu in 1984 
may be as little as $80 million. 


The first of Itaipu's 18 generating units, each of 700 megawatt capacity, 
went on stream on a test basis in early 1984. It is a 50 Hz unit. The 
second 50 Hz unit will be providing electricity on a test basis during the 
second half of 1984 (when the transmission lines from Itaipu to Sao Paulo 
will also be tested). Two additional 50 Hz units will be tested in 1985; 
then, two 60 Hz units in 1986; three 50 Hz units in 1987; two 50 Hz and one 
60 Hz unit in 1988; three 60 Hz units in 1989; and the last three 60 Hz units 
in 1990. Paraguay currently is accepting 80 megawatts (approximately 40 
percent of its peak electric use) on a test basis from Itaipu. 


YACYRETA: Yacyreta is the second of the major hydroelectric projects on the 
Parana River and the first project undertaken with Argentina, which is 
responsible for the financing. It is roughly one-third to one-half the scale 
of Itaipu in terms of generating capacity, employment to be required during 
construction, and ultimate cost. The first stage of the project will cost 
approximately $5.2 billion in current terms, of which some $1.2 billion have 
already been spent on preliminary development. Allowances for financing 
costs during the construction phase could raise the total project cost closer 
to $9 billion. The 20 generating units planned for the first stage will have 
a 3,600 megawatt total capacity. Engineering designs would permit the 
project to be expanded to as many as 20 additional units. While preliminary 
development work for the project has gone on for several years, the civil 
works construction was inaugurated only in December 1983. The pace of 
construction was expected to peak in 1986, but Argentina's foreign debt 
problem has prevented the approval of the Yacyreta Authority's $450 million 
1984 budget and caused delays in construction and in the awarding of 
equipment contracts. These delays risk setting back the project schedule. 
As currently programmed, however, the first power unit should be ready for 
testing in late 1990 and all 20 units under the first phase of Yacyreta 
should be installed by late 1994. 


Although phase one of the Yacyreta project may ultimately cost as much as 
one-half the Itaipu project and generate one-third the amount of electricity, 
its comparative significance to Paraguay as a participant in the project's 
construction could be greater than the one-third to one-half range might 
Suggest. Paraguay has already earned close to $500 million in foreign 
exchange from the project and stands to earn nearly $1.0 billion more by 
completion. We estimate that Yacyreta could fill at least half the void in 
Paraguayan economic activity left by the completion of Itaipu. Activity on 
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the new project, however, will not be in full swing until 1986 and there is 


little construction activity to take up the slack left by the winding down at 
Itaipu. 


MONEY AND FINANCE 


MONEY: Paraguay has a reputation for monetary caution which has borne fruit 
in terms of a very low rate of inflation relative to other countries in the 
region. During the country's economic boom, the Central Bank authorities 
kept a tight rein on internal credit while accumulation of foreign exchange 
reserves resulting from foreign capital inflows (arising from the 
hydroelectric projects and foreign borrowing) expanded monetary base and 
ultimately monetary aggregates. With the onset of recession in 1981, the 
balance of payments moved into deficit. The loss of foreign reserves caused 
contractions of Ml in 1981 and 1982. Beginning in 1982, however, the Central 
Bank began an expansive internal credit policy, first to help the 
government-owned development bank, and since 1983 to help finance the 
government budget deficit. Almost entirely as a result of deficit financing, 
the monetary base was expanded 24.7 percent in 1983, and Ml rose 22.7 percent 
(the multiplier declined slightly). Under such conditions, it is not 


surprising that the rate of inflation accelerated from 5.1 in 1982 to 13.5 
percent in 1983. 


Money growth has been proceeding even more rapidly in 1984. During the first 
five months Ml rose 30 percent as a result of: (a) the anomalous foreign 
exchange regime whereby the Central Bank would buy foreign exchange earnings 
at a higher price than it would sell for foreign payments; (b) the need to 
provide credit for the gathering of export crops; and (c) to a much lesser 
extent, the financing of the recurring budget deficit. ~The growth already 
experienced in Ml should be offset some by the contractionary effect of the 
balance-of-payments deficit so that despite the need for additional money 
creation to help finance the budget deficit during the balance of the year, 
Ml by the end of the year will have risen no more than 30 percent above the 
level at the end of 1983. 


INTEREST RATES: With inflation creeping upward, the deposit interest rate 
ceiling (15 percent on savings deposits) has become negative in real terms. 
Despite low-to-negative real rates of return, private savings deposits 
actually increased 23.9 percent from 64.0 billion to 79.3 billion guaranies 
during 1983, and then rose an additional 8.5 percent to 86 billion guaranies 
by May 1984, Banks are prevented from offering better returns by the 
interest rate ceilings and the high, non-interest-bearing reserve 
requirements on deposits (42 percent on sight deposits and 30 percent on time 
deposits). If the real return to savers does not improve they may turn 
increasingly to foreign currency as an alternative investment. Such a 
possibility could lead the Central Bank to revise interest rate and reserve 
requirement policies. Among the options, paying some interest on required 


reserves seems to offer the most benefit for the least adverse monetary and 
financial impact. 
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Ceiling rates on commercial bank loans are 24 percent, although a minimum of 
59 percent of a commercial bank"s Toan portfolio is required by law to be 
invested in "productive sector" loans (i.e., loans for industry, agriculture 
or exports), which are subject to a 14.5 percent ceiling. Up to 40 percent 
of these so-called productive sector loans can be rediscounted with the 
Central Bank at eight percent. The low cost rediscount loans help to lower 
the average cost of loanable funds for commercial banks to about 18.5 percent. 


FINANCE: While banking accounts for little more than four percent of 
economic activity in Paraguay, bank balances provide a good indication of 
economic conditions. In 1983, of the 19 commercial banks, nine suffered 
losses which exceeded the gains of the other ten by 971 million guaranies. 
The total loss was equivalent to four percent of the combined capital and 
reserves of the commercial banks. Balance sheet losses appear especially 
high because a number of banks chose to write off non-performing loans. With 
bankruptcies and suits for collection breaking records, financial sources 
assume that if all banks had been as forthright the system's reported losses 
in 1983 would have been even greater. 


In the aggregate, past due loans amount to apnroximately 25 percent of the 
total loan portfolio of the commercial banking system. In other words, past 
due loans roughly equal bank capital. In this perspective, the Central 
Bank's provision for high reserve requirements and the legal requirement for 
a relatively high bank capital/assets ratio of 15 percent appear to have been 
particularly prudent safeguards for bank solvency. 


Bank balances were poor during 1983 not only because of bad loans but also 
because of a dramatic decline in operational earnings. Foreign exchange 
sales and servicing international trade normally account for a major portion 
of local commercial bank earnings. However, in 1983 trade volume was way off 
and foreign exchange operations were limited by the legal proscription 
against trading in the free market. Moreover, the Central Bank has been 
diverting trade from private banks by channeling its own currency sales 
through government-run banks. 


According to informal surveys, operational losses continued into early 1984, 
The late May legalization of trading in the free foreign exchange market has 
been well-received in the financial community and may offer commercial banks 
an opportunity to recoup much of their traditional business, thereby 
improving operational performance. 


Credit growth was slow during 1983. The recession lowered demand and reduced 
the number of creditworthy borrowers. Loans extended by the commercial banks 
and the National Development Bank, which account for 80 percent of the credit 
issued by the organized financial system, rose only 4.3 percent during 
1983--from 121 billion to 126 billion guaranies. Moreover, all of that 
growth occurred in the last quarter. In early 1984 the rate of growth in 
bank credit began to accelerate in reaction to the improvement in economic 
activity and the loosening of Central Bank internal credit operations. By 
the end of May bank credit outstanding had already risen 9.7 percent to 138 
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billion guaranies. A credit crunch could occur later in the year as credit 
demand rises with economic activity and inflation, while at the same time the 
Central Bank attempts to hold the line on further growth in monetary 
aggregates. The crunch would grow more severe if the deposit base begins to 
shrink in the face of negative real interest rates. 


EXTERNAL SECTAR 


MERCHANDISE TRADE: A general rule of thumb has been that Paraguayan customs 
data accounts for about one half of the country's actual foreign trade. A 
pronounced contraction in the volume of unregistered imports since 1982, 
however, probably has improved the relative coverage of the official data to 
two-thirds of total trade. A more complete picture of Paraguay's foreign 
trade can be obtained from the data of its trading partners which usually 
report much larger amounts of bilateral trade than jis registered in 
Paraguay's own customs documentation. The discrepancies result from: (a) 
differences in data reporting requirements; (b) the lively volume of official 
but non-customs-documented border trade; (c) Paraguay's traditional role as a 
regional entrepot; and (d) contraband. Because regulatory evasion is so 
pervasive Paraguay is perceived to have a liberal trade policy when, in fact, 
legislation and regulatory provisions affecting international trade are 
complicated and quite protectionist. 


Registered merchandise exports in 1983 amounted to $251.5 million, down 23.7 
percent. Lower soybean prices and miserable weather account for most of the 
decline. The exchange rate policy also contributed, inasmuch as_ the 
disparity between official and market rates encourages underinvoicing and 
even greater diversion of exports away from official channels. In the case 
of imports, the official exchange rates tend to encourage overinvoicing. 


Cotton and soybeans usually account for two-thirds of total registered 
exports (but only 61 percent in 1983). With Paraguayan production and world 
market prices for these commodities being higher in early 1984, export 
registrations should reach as much as $300 million, up 19.3 percent. A 
number of trade sources, however, caution that the approximately 40 percent 
disparity between the official and the market exchange rates prevailing 
throughout the export season has increased evasion of export regulations. 
Indeed, export registrations ran only 6.7 percent ahead of comparable 1983 
figures during the first five months of 1984. The value of total Paraguayan 
exports, as reported by its trading partners, was roughly $500 million in 
1983 and will be $600 million for all of 1984. Despite respectable increases 
anticipated for cotton and soybean plantings for 1985, world prices for those 
products may be off enough to reduce total export earnings next year. 


In 1983 registered merchandise imports, largely fuel products and 
manufactures, declined 17.7 percent to $478.3 million, after peaking at 
$581.5 million in 1982. The subsidies implicit in low official exchange 
rates have tended to moderate the decline that would be expected given 
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Paraguay's economic setback. As the government steps up devaluation of the 
guarani and allocates less foreign currency at low rates to the private 
sector, registered imports could drop again in 1984, perhaps to $450 million. 


Total Paraguayan imports, as reported by its trading partners, have been more 
sensitive to the economic situation because a greater proportion of the total 
is priced at the free market exchange rate than is the case with official 
Paraguayan data. As reported by exporters to Paraguay, total imports 
declined to roughly $620 million in 1983, having peaked at just over one 
billion dollars per year during 1980 and 1981. The figure should be about 
the same in 1984, 


FOREIGN EXCHANGE AND PAYMENTS: From 1960 to mid-1982 Paraguay's currency was 
Officially valued at I2o to a dollar. During that near quarter century, 
however, the guarani was appreciating in real terms against the dollar as 
Paraguayan inflation exceeded U.S. rates. If purchasing power parity had 
been maintained, the exchange rate would have reached roughly 351 guaranies 
per dollar by the end of 1983, only slightly above what it actually did 
average in the parallel market during December. 


Had not Argentina and Brazil also allowed their currencies to become 
overvalued, Paraguayan enterprises would have been more seriously affected 
sooner, Instead, overconfidence in exchange rate stability left many 
enterprises exposed when the conditions for stability were removed. Their 
plight is one of the most serious financial problems confronting Paraguay and 
certainly is a major factor behind the record number of bankruptcies. 


The substantial real appreciation of the guarani did not prevent Paraguay 
from experiencing balance-of-payments surpluses until 1982. Large capital 
inflows from the hydroelectric projects and from foreign Joans financed 
growing current account deficits. In 1982, however, the guarani came under 
pressure. In mid-year the free exchange market was abolished in favor of 
multiple fixed official rates ranging from 126 to 230 guaranies per dollar, 
with 160 being the dominant rate for private external payments. Various 
measures were introduced to restrain imports, including prior deposit schemes 
and a 120-day foreign payment delay. As the parallel market quotation 
continued to rise markedly, an array of administrative controls on trade and 
foreign exchange were devised to avoid devaluation. The foreign exchange 
system became increasingly unwieldy and undependable. The Central Bank 
practically ceased providing foreign exchange for’ private sector 
transactions, but it did establish informal procedures for authorizing 
imports when the importer would pay with his own foreign exchange, presumably 
acquired in the parallel market. 


The foreign exchange system implemented in May 1984 eliminated the 126 rate 
and prior deposit requirement entirely. A 160 rate was applied to public 
sector debt transactions and payments arising from the hydroelectric 
projects. Registered private capital inflows, government imports and some 
private imports (an ambiguous category of “agricultural and industrial inputs 
for companies processing Paraguayan raw materials"), and all export proceeds 
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were assigned a 240 rate. The free market was legalized and is to be used 
for most private transactions giving rise to external payments. The Central 
Bank has indicated that the ultimate objective is to return gradually to a 
unified exchange rate reflecting market conditions. While certainly an 
improvement, the new exchange system is still prejudicial to private 
enterprise which generally must import at the free rate but can export 
legally only at the 240 rate. 


With the latest policy change the Central Bank also made a commitment to 
provide foreign exchange at 160 guaranies per dollar to clear up the backlog 
of pending import payments. Honoring this commitment will settle some $50 
million of outstanding import payment requests. The measure should alleviate 
the plight of importers who already paid for imports with guaranies deposited 
in the Central Bank but who still owe foreign creditors because the foreign 
payments have not yet been made. Unfortunately, trade sources report that 
the Central Bank has been slow to implement the commitment. 


Based on the policy of gradual adjustment of the exchange rate, Table I 
assumes that there will be additional changes moving the basic 240 rate to 
300 by the end of the year. While some believe that the guarani in the free 
market could reach 500 to the dollar based on the pattern established in 
August and September of 1983, current conditions would not sustain such a 
level. The free market quotation at year-end will be closer to 400 than 500 
guaranies per dollar unless monetary emission becomes reckless or the Central 
Bank hoards its international reserves rather than finance the projected 
balance-of-payments deficit. 


FOREIGN DEBT: Paraguay's registered foreign debt reached $1.47 billion by 
the end of 1983, up 22.1 percent from the previous year. The registered debt 
breaks down into $1.3 billion for the public sector, up $268 million from the 
previous year, and $170.7 million for the private sector, down $2.0 million. 
Payments arrearages on the registered external debt have been estimated at 
$200 million. Although the figure includes some public sector obligations, 
delayed payments on trade credits account for nearly 70 percent of the 
arrearages. Estimates place unregistered foreign debt as high as $470 
million of which the major portion is loans acquired by the private sector 
during the economic boom. Many of these unregistered loans are in default. 


Most of the capital inflow to Paraguay during the economic boom represented 
earnings from the hydroelectric projects rather than foreign borrowing. This 
has left Paraguay with a relatively more manageable debt burden than many 
other Latin American countries. Moreover, most of the Paraguayan debt was 
contracted for longer terms at concessionary interest rates. Nevertheless, 


the debt burden is rising rapidly and debt service indicators are 
uncomfortably high. 


The public sector's appetite for borrowing to finance public works; its 
access to foreign credit based on Paraguay's favorable economic performance 
until recently; and foreign creditors’ willingness to lend on the basis of 
government guarantees, have permitted a substantial increase in foreign 
borrowing in recent years. For example, the public external debt in 1983 was 
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twice the level of 1979 or three times the level of 1977. During the same 
period registered exports were stagnant. As a result, debt servicing has 
become a burden which threatens to become even more onerous as the grace 
periods on the larger, more recent loans expire. 


Despite favorable loan terms, the external public debt servicing burden (debt 
servicing divided by registered exports) surpassed 60 percent in 1983. In 
1984 the ratio will be approximately the same because the 20 percent rise in 
debt servicing will almost match the rate of recovery in the value of 
exports. More appropriately, however, allowance should be made for the 
private debt servicing burden, estimated at $75 million for 1984, and for the 
high volume of unregistered exports, perhaps double the registered total. 
Under these assumptions, the 1984 debt servicing burden of $262 million 
relative to exports of some $600 million yields a more reasonable but still 
troubling ratio of 44 percent. 


BALANCE OF PAYMENTS: In 1982. the Paraguayan balance of payments registered 
its first deficit in more than a decade. The deficit situation persisted in 
1983 and a 1984 deficit approaching $130 million seems likely. Data on the 
1983 balance of payments is not available. Official figures show a net loss 
of Central Bank reserves amounting to merely $36 million, far less than the 
$120 million deficit originally projected for the year. The discrepancy may 
be due to end-of-year adjustments such as the postponement of payment 
obligations or last minute unrecorded borrowing. The accounts are still 
being reviewed by the Central Bank which may ultimately post a higher deficit 
figure. For the sake of analysis, Table I assumes an $85 million deficit. 
Whether the estimate for the deficit be $36 million or a figure closer to 
$100 million, it excludes the $200 million accumulation of payments, 
arrearages. ; 


COMMERCIAL IMPLICATIONS FOR THE UNITED STATES 


U.S. exports to Paraguay rose with the country's economic boom to a peak of 
$128 million in 1979 according to U.S. Department of Commerce figures. Since 
then U.S. exports have declined steadily to $36 million in 1983. Four 
factors explain the precipitous decline in U.S. exports to Paraguay: (1) the 
local recession; (2) guarani devaluations; (3) devaluations by competing 
Suppliers, especially Argentina and Brazil; and (4) third country 
concessionary export financing, especially for major public sector projects. 
We believe the descent has now bottomed out and expect some improvement by 
Tate 1984. 


Many U.S. suppliers who maintained good business relations with Paraguay 
during the economic boom found their business relationships strained when the 
economic decline caused payment delays and defaults. The unwieldy foreign 
exchange system was particularly harmful in this respect, since importers 
legally eligible to acquire foreign exchange would make local currency 
payment through official channels only to find that foreign payment was not 
effected. 
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U.S. exporters have become very cautious and their prudence is justified. 
Exporters would be best advised to trade on a fully-secured basis. U.S. 
business, however, should not let temporary setbacks cause it to lose contact 
with Paraguay. In fact, Americans now must be more persistent to hold on to 
Paraguayan markets being lost because of the relatively high position of the 
dollar or the attractive financing terms offered by competitors. 


The U.S. still enjoys some advantages, especially in quality, for Paraguayan 
imports as diverse as food products, cigarettes, textile fibers, agricul tural 
chemicals, medicinal and pharmaceutical products, toiletries and cosmetics, 
health care equipment and instruments, plastics, raw materials and chemicals, 
power generating machinery and equipment, specialized industrial machinery, 
data processing equipment, telecommunications equipment, scientific and 
control] instruments, motor vehicles and parts, aircraft, cooling equipment, 
water treatment equipment, sporting goods and apparel, and educational 
equipment. 


The ability to offer financing frequently is crucial to supplying the 
Paraguayan market. While financing is more difficult to arrange under 
current circumstances, U.S. business should keep in mind that the World Bank 
and the Inter-American Development Bank both have very. active programs in 
Paraguay which will provide $60-70 million in new loan disbursements each 
year. The major focus is on agricultural, livestock and educational 
development, potable water and drainage systems, transmission and 
distribution of electric power, and road construction. 
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